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The	municipal	bond	market	faced	a	rather	tough	year	in	2013,	with	news	of	troubles	in

Detroit,	Puerto	Rico	and	elsewhere	scaring	off	some	investors.	This	year	hasn’t	exactly

been	smooth	sailing	for	the	muni	market	either,	but	the	waters	seem	a	bit	calmer	and

many	investors	have	returned	to	the	sector.	Rafael	Costas,	Co-Director,	Municipal	Bond

Department,	Franklin	Templeton	Fixed	Income	Group®,	could	be	called	cautiously

optimistic	about	the	muni	market.	He	provides	an	update	on	some	key	market

developments,	including	progress	in	the	aforementioned	trouble	spots.

All	markets	experience	periods	of	volatility,	including	munis.	Last	year	was	one	of	those

volatile	periods,	and	not	just	for	munis	but	for	most	fixed	income	investments.	In	May

2013,	then-Federal	Reserve	Chairman	Ben	Bernanke	started	talking	about	the	so-called

“tapering”	that	is	now	taking	place.	At	that	time,	the	market	didn’t	seem	to	be	ready	for

that	kind	of	an	announcement	and	fixed	income	investors	suffered.	The	fixed	income

markets	generally	stabilized	relatively	quickly	after	that	shock,	but	Detroit	added	another

punch	to	the	muni	market	when	it	filed	for	bankruptcy	in	July.	Then,	in	August	–

September,	stories	started	breaking	out	about	certain	problems	that	Puerto	Rico	was

experiencing	with	its	finances.	The	negativity	of	these	two	stories	kept	feeding	a	market

that	was	already	reeling	to	a	certain	extent,	and	the	industry	saw	net	redemptions	as	a

result.	At	the	same	time,	the	equity	markets	were	experiencing	a	pretty	good	year.

Investors	tend	to	follow	performance,	so	we	saw	a	rotation	into	equities	as	a	result.	At	the

end	of	the	year,	there	seemed	to	be	an	expectation	that	this	trend	would	continue,	that

equity	markets	would	keep	moving	up	and	that	fixed	income	wasn’t	going	to	be	the	place

to	be.	That	prediction	didn’t	exactly	play	out	during	the	early	part	of	2014.



A	trend	we	have	seen	continue	to	play	out	in	the	muni	market,	on	the	other	hand,	is	a

relative	lack	of	supply.	Supply	has	actually	been	dwindling	for	about	four	years,	since	the

Great	Recession.	There	is	no	real	talk	of	supply	increasing	in	2014,	and	demand	has	been

returning.	So,	supply	and	demand	are	both	working	for	price	recovery	and	stability,	which

is	what	we	have	seen	so	far	this	year.	We	see	two	main	reasons	for	supply	shortage.	First,

the	2008-2009	financial	crisis	was	a	big	global	shock,	and	it	led	to	a	lot	of	austerity	taken

by	individuals	as	well	as	governments.	So	we	saw	a	pullback	in	supply	to	finance	the	“nice-

to-have”	projects	as	opposed	to	“need-to-have”	projects.	But	we	think	the	bigger	issue	for

the	municipal	bond	market—an	issue	that	continues	to	grow—is	the	extent	of

municipalities’	obligations	now	due	to	public	employees	by	way	of	pensions	or	post-

retirement	benefits.	These	obligations	are	crowding	out	financing	for	other	things	these

governments	are	providing,	like	police	services,	parks	and	social	services.	To	meet	these

obligations,	one	of	the	things	some	issuers	have	decided	to	do	is	to	refrain	from	issuing

any	more	debt	via	the	traditional	municipal	bond	market	route.

Credit	quality	can	be	another	drag	on	the	muni	market,	but	on	the	positive	side,	we’ve

seen	a	slow	increase	in	credit	quality	over	the	past	year.	In	general,	the	sector	has	been

recovering	in	terms	of	income	tax	collections,	sales	tax	collections	and	property	tax

collections,	the	latter	of	which	has	benefitted	from	a	housing	market	rebound	in	some

areas	of	the	country.

Puerto	Rico’s	general	obligation	debt	was	downgraded	to	below	investment-grade	earlier

this	year	by	all	three	major	ratings	agencies:	Standard	&	Poor’s,	Fitch	and	Moody’s.	We	are

of	the	view	that	it	could	take	Puerto	Rico	a	number	of	years	to	regain	its	investment-grade

rating.	That	said,	it’s	been	a	good	year	for	Puerto	Rico	debt	in	terms	of	price	return.	It	is

the	best-performing	sector	in	municipal	bonds	this	year,	and	this	year	so	far	has	been

generally	good	for	munis.	Puerto	Rico	is	facing	a	mountain	of	obligations,	its	economy	is

not	really	growing,	and	its	government	is	trying	to	figure	out	how	to	get	the	economy

growing	again.	There	continues	to	be	a	lot	of	noise	surrounding	Puerto	Rico,	and	we	think

it’s	going	to	be	a	long	story	that	could	have	a	few	ups	and	down.	As	any	good	news	comes

out,	we	believe	that	its	bonds	will	rally,	and	as	bad	news	comes	out,	we	believe	its	bonds



will	lose	some	value,	maybe	more	than	the	rest	of	the	market.	We	are	long-term	investors,

and	we	hope	that	in	the	long	term	things	will	work	out	and	Puerto	Rico	should	be	on	a

better	fiscal	and	economic	path.

In	early	June,	the	trial	to	determine	how	Stockton,	California,	will	exit	Chapter	9	bankruptcy

protection	concluded,	and	the	city	defended	its	plan	to	handle	liabilities	to	creditors

(including	Franklin	Templeton),	called	the	“Plan	of	Adjustment.”	At	the	next	hearing	date

on	July	8,	the	Judge	will	rule	on	the	value	of	our	collateral	and	may	issue	rulings	about	the

Plan.	This	ruling	could	set	an	important	precedent	about	pension	obligations.

When	you	have	an	item	in	the	expense	column—like	pension	obligations—that	continues

to	grow	in	the	double	digits	while	the	economy	is	either	not	growing	at	all	or	growing	very

slowly,	that’s	a	big	problem.	That	is	the	issue	many	cities	and	counties	are	facing	across

the	United	States;	pension	obligations	and	benefits	are	now	coming	due	as	their	baby-

boom	generation	employees	begin	to	retire.

We	decided	that	for	now	we	are	no	longer	going	to	be	buying	what	we	call	“lease	revenue

debt”	in	California	for	our	portfolios,	or	as	it	is	also	known,	Certificates	of	Participation	in

California	(COPs).	That’s	significant	as	it	has	been	the	preferred	tool	for	financing	for	a	lot

of	localities.	The	pension	funds	in	California,	as	well	as	in	Michigan	where	the	bankruptcy

case	is	going	on	in	Detroit,	claim	that	they	are	protected	by	their	own	state	constitutions

from	being	re-negotiated.	Until	that	gets	decided	by	a	bankruptcy	judge,	we	are	avoiding

certain	local	government	debt.	But	the	muni	market	is	large,	and	we	expect	to	find	other

opportunities.

As	far	as	Detroit	is	concerned,	insurance	companies	have	settled	with	Detroit	which	should

ensure	some	recovery,	and	we	believe	that	investors	who	bought	bonds	backed	by	these

insurance	policies	should	continue	to	get	their	payments	in	full	and	on	time.	That	is	how

municipal	insurance	is	supposed	to	work.	A	case	like	Detroit	is	showing	people	that	there

is,	in	fact,	a	use	for	insurance,	which	was	questioned	not	that	many	years	ago.

Get	more	perspectives	from	Franklin	Templeton	Investments	delivered	to	your	inbox.

Subscribe	to	the	Beyond	Bulls	&	Bears	blog.

https://pages.e.frk.com/bbb-blog-sub/


For	timely	investing	tidbits,	follow	us	on	Twitter	@FTI_US	and	on	LinkedIn.

All	investments	involve	risks,	including	possible	loss	of	principal.	Municipal	bonds	are

affected	by	interest	rate	movements.	Municipal	bond	prices,	and	thus,	a	tax-free	income

fund’s	share	price,	generally	move	in	the	opposite	direction	of	interest	rates.	As	the	prices

of	the	municipal	bonds	in	a	fund	portfolio	adjust	to	a	rise	in	interest	rates,	the	fund’s	share

price	may	decline.	Changes	in	the	credit	rating	of	a	bond,	or	in	the	credit	rating	or	financial

strength	of	a	bond’s	issuer,	insurer	or	guarantor,	may	affect	the	bond’s	value.	To	the

extent	a	municipal	bond	fund	has	investments	in	particular	states	or	US	territories,	such	as

Puerto	Rico,	adverse	economic	and	regulatory	changes	in	such	states	or	territories	may

cause	the	fund’s	share	price	to	decline.	These	events	may	include	economic	or	political

policy	changes,	tax	base	erosion,	constitutional	limits	on	tax	increases,	budget	deficits	and

other	financial	difficulties,	and	changes	in	the	credit	ratings	assigned	to	the	territory.	For

more	detailed	information	about	risk,	please	review	a	current	Franklin	Tax-Free	Income

Fund	prospectus.

Investors	should	carefully	consider	a	fund’s	investment	goals,	risks,	sales	charges	and

expenses	before	investing.	The	prospectus	contains	this	and	other	information.	Please

read	the	prospectus	carefully	before	investing	or	sending	money.
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Important	Legal	Information
	

You	can	check	the	background	of	your	investment	professional	on	FINRA’s	 .

Links	can	take	you	to	third	party	sites/media,	directly	or	through	new	browser	windows.	We
urge	you	to	review	the	privacy,	security,	terms	of	use,	and	other	policies	of	each	site	you	visit.
You	use	any	third-party	site,	software,	and	materials	at	your	own	risk.	Franklin	Templeton	does
not	control,	adopt,	endorse	or	accept	responsibility	for	content,	tools,	products,	or	services
(including	any	software,	links,	advertising,	opinions	or	comments)	available	on	or	through	third
party	sites	or	software.
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Franklin	Templeton	welcomes	your	feedback	on	this	blog.	To	keep	the	conversation	respectful
and	focused,	please	follow	our	current	Commenting	Guidelines.	We	review	comments	and
reserve	the	right	to	block	any	comment	or	commenter,	including	those	that	we	may	deem
inappropriate	or	offensive.	We	may	block	any	comment	or	commenter	whose	posts	include
investment	testimonials,	advice,	or	recommendations,	or	advertisements	for	products	or
services,	or	other	promotional	content.

Questions	or	comments	about	your	Franklin	Templeton	account	or	customer-service	issues?
Please	contact	us	directly	but	never	include	account	or	personal	financial	information	in	your
comments.

The	comments,	opinions	and	analyses	are	the	personal	views	expressed	by	the	investment
manager	and	are	intended	to	be	for	informational	purposes	and	general	interest	only	and
should	not	be	construed	as	individual	investment	advice	or	a	recommendation	or	solicitation
to	buy,	sell	or	hold	any	security	or	to	adopt	any	investment	strategy.	It	does	not	constitute
legal	or	tax	advice.	The	information	provided	in	this	material	is	rendered	as	at	publication	date
and	may	change	without	notice	and	it	is	not	intended	as	a	complete	analysis	of	every	material
fact	regarding	any	country,	region,	market	or	investment.

Investors	should	carefully	consider	a	fund’s	investment	goals,	risks,	charges	and	expenses
before	investing.	To	obtain	a	summary	prospectus	and/or	prospectus,	which	contains	this	and
other	information,	talk	to	your	financial	advisor,	call	us	at	(800)	DIAL	BEN/342-5236	or	visit
franklintempleton.com.	Please	carefully	read	a	prospectus	before	you	invest	or	send	money.

Data	from	third	party	sources	may	have	been	used	in	the	preparation	of	this	material	and
Franklin	Templeton	Investments	(“FTI”)	has	not	independently	verified,	validated	or	audited
such	data.	FTI	accepts	no	liability	whatsoever	for	any	loss	arising	from	use	of	this	information
and	reliance	upon	the	comments,	opinions	and	analyses	in	the	material	is	at	the	sole
discretion	of	the	user.
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